M ost of the decisions you make as a
small business operator affect your
bottom line. Oftentimes decisions made up
front have a bearing on your profitability
down the road. And oftentimes tax rules
and regulations play arole in the outcome.
Had you known up front what the tax
consequences would be, you may have
made a different decision. That’'s why we
put this pamphlet together. It won't give
you all the answers, but it will give you
food for thought as you organize. In this
publication we briefly discuss tax
conseguences based on forms of ownership,
types of record keeping, accounting
methods, and estimate tax payment
requirements.

Although there are many forms of business
ownership, hereisan overview of the most
common: sole proprietorship, partnership,

C corporation, Scorporationand limited liability
companies.

Sole Proprietorship—Thisisthesimplest form
of doing business. It hasno existence apart from
itsowner. A soleproprietor isnot considered an
employee of the business.

Filing guidelines

* Report your businessincomeand expenseson
your personal incometax return (Form 540)
using ScheduleC.

* Thereturn duedateisnormally April 15for
calendar year taxpayers.

* Thetax rate depends on the proprietor’ stotal
income.

Partnership—A partnership must have two or
more persons carrying on abusinessfor profit.
Thebusinessisnot taxed as a separate taxed
entity. Itisaconduit wherethe profit or loss
flowsthrough to the partners. The partners
report their shares of the partnership profit or
loss on their income or franchisetax returns.

F|I|ng guidelines
* Every partnership that engagesin atrade or
businessin Californiaor hasincome from
Cadliforniasourcesand every limited
partnership registered with the California
Secretary of State, files Form 565.

* Thepartnership provides each partner witha
Schedule K-1 that statesthe partner’s
allocation of tax items.

e Thereturnduedateisthe 15" day of the
fourth month after the close of thetaxable
year.

C Corporation —A C corporationisaseparate
legal entity owned by shareholders.

C corporationsaretaxed annually ontheir
earningsand the corporate shareholdersaretaxed
on these earnings when distributed as dividends.

F|I|ng guidelines
* Corporationsorganizedin California,
registered in California, doing businessin
Cdliforniaor receiving Californiasource
incomefile Form 100.

e Thereturnduedateisthe 15" day of thethird
month after the close of thetaxableyear.

S Corporation—An Scorporationisahybrid
businessentity. Itisaseparatelegal entity and
generally offersliability protectiontoitsowners
(shareholders). It paysCaliforniatax onitsnet
income and al soisaconduit through which
profit or lossflowsto the shareholders. The
corporation must elect to betreated asan

S corporation. Therecan beno morethan 75
shareholders and only oneclass of stock. Only
individuas, estates, or certain trusts can be
shareholders. S corporationscanown
subsidiaries.

F|I|ng guidelines
» Scorporationsorganizedin California,
registered in California, doing businessin
Cdliforniaor receiving Californiasource
incomefile Form 100S.

» The Scorporation provides each sharehol der
withaScheduleK-1 reflecting the
shareholder’ sallocation of tax items.

» Thereturnduedateisthe 15" day of thethird
month after the close of thetaxableyear.

Limited Liability Companies—A limited
liability company (LL C) isanother hybrid
businessentity. Itisaseparatelegal entity and
generally offersliability protectiontoitsowners
(members). ItsCaliforniatax treatment depends
onitsclassification. If classified asa
corporation, it paystax onitsnetincome. If
classified asacorporation, it can elect to bean
S corporation. It may also beclassified asa
conduit partnership through which profit or loss
flowstotheowners(members). AnLLC owned
by one person that does not elect to betaxed asa
corporationwill bedisregarded. The profit or
lossof an LLCthat isdisregarded may be
reported on the tax return filed by its sole owner.

F|I|ng guidelines
LL Csthat are not taxable as corporations (i.e.,
classified as partnershipsor disregarded)
organizedin California, registeredin
Cadlifornia, or doing businessin Californiafile
Form 568.

Note: Extensions for filing your tax returns may
be available. Review the rules for extensionsin
the booklet for the type of tax return being filed
(i.e., individual, partnership, S corporation or

C corporation).

Some genera rulesabout your records:

» Keepacopy of every tax formyoufile.

» Keep separate bank accountsfor businessand
persona purposes.

» Keep persona expenses separatefrom
businessexpenses.

» Keepall businessrecordsat |east four years
after thereturnisfiled, and longer in certain
circumstances.

Business Expenses—Y ou may not deduct an

expenseunlessstate law allowsit. Tobe

deductiblefor statetax purposes, an expense
must be* an ordinary and necessary business
expense.” Itisordinary if itisroutinely incurred
and accepted inthe particular businessactivity. It
isnecessary if itisappropriate and hel pful tothe
business. Certainitemsthat you buy cannot be
deductedinasingleyear. Y ou must depreciate
them over aperiod of years.

Common busi nessexpenses, subject to state
limitations, include start-up costs, mealsand
entertainment, carsand mileage, one half of
socia security self-employment tax, health
insurance costs, and home office expenses.

Businessesgenerally elect torecord income and
expenses using either the cash or accrual method
of accounting, though other hybrid methodsare
avalable.

Cash method
Incomeisrecorded whenreceived.

* Expensesarededucted when paid.

* Neither accountsreceivable nor payable are
considered for tax purposes.

» Capital expenditures must be expensed over a
period of years.

Accrual method

* Incomeisrecorded whenthe purchaser
becomesobligated to pay.

* Expensesaredeductiblewhenthebusinessis
obligated to pay.

* Accountsreceivableand accounts payable are
considered for tax purposes.

* Capital expenditures must be expensed over a
period of years.



Over time, one method is not advantageous over
the other. However, your trade or business may
requirethe use of aparticular method. Y ou must
get permission from the IRS and from us before
you change methods.

Entity Tax
Anentity tax may apply. Hereisanoverview.

SoleProprietorship
No entity tax.

Partnership (General)
No entity tax.

Limited Partnership
$800 tax paid annually.

CCorporation
8.84% tax on C corporation income, with
$800 minimum.

SCorporation
1.5% tax on S corporation income, with
$800 minimum.

Limited Liability Company
If classified asacorporation see appropriate
corporationrule. If not classified asa
corporation (i.e., classified asapartnership
or adisregarded entity) itissubject toan
$800 annual tax plus afee based on total
income. (Disregarded entity isdefined asan
entity that hasasingle member that has not
elected to betaxed asacorporation for tax

pUrposes.)

Estimated Tax

Certain taxpayersarerequired to make quarterly
paymentsontheir estimated tax liability. Hereis
anoverview.

Individuals (duedates 4/15, 6/15, 9/15, 1/15)

* Estimate paymentsrequired unless
— 80% of prior year tax ispaid by
withholding.
— 80% of current year incomeisfromjobs
that had payroll withholding.
— Prior year tax was|ess than $200.
— Current year tax will belessthan $200.
* UseForm 540-ES.

Partnerships/ Limited Partnerships/ Limited
Liability Companies(not classified asa
Corporation)

¢ No estimated tax.

Corporations/S Corporations (including LLCs
classified ascorporation) (duedates4/15, 6/15,
9/15,12/15)

e UseForm 100-ES.

¢ Seelnstructionsfor Form 100-ES.

* A quaified new corporation may pay a
reduced minimum tax for the second taxable
year of $500.

Theminimumtax isduethefirst quarterly due
date after the corporationisformed.

If youformaqualified new corporation onor
after January 1, 2000, thereisgenerally no
minimum franchisetax for thefirst and second
taxableyears.

If you formed your corporation during calendar
year 1999, you must prepay a$300 first year tax
tothe Secretary of State, and your minimum tax
for the second taxabl e year is $500 payableto
Franchise Tax Board.

If you formed your corporation before 1999,
your commencing tax is$800 and your minimum
annual franchisetax isalso $800 for the
following years.

FTB Forms Related to Small Business

Topics

Form 100 Corporation Tax Bookl et

Form 100S SCorporation Tax Booklet

Form 565 Partnership Tax Booklet

Form 568 Limited Liabilities
Companies Booklet

FTB Pub. 1038  Guidefor Corporations
Dissolving, Surrendering
(Withdrawing) or Merging

FTB Pub. 1060  Guidefor Corporations
Starting Businessin
Cdlifornia

FTB Pub. 927 Exempt Organizations

Internet Access

Theabovepublicationsareavailableon FTB’s
website at www.ftb.ca.gov.

The Small Business Assistance Center, a
partnership of Californiatax agenciesand IRS,
containslinksto various government and private
sector sitesthat provideawide array of
information on the different aspects of starting,
running and closing abusinessin California. It's
a www.taxes.ca.gov/small_business.

The Small Business Tax Connection, asimilar
partnership, includes Sriking Gold in California
an easy-to-read booklet with income, salesand
employment tax information. You'll find it at
www.boe.ca.gov/sbtcon.htm.

Toll Free Telephone Access

Public Information . ......... (800) 852-5711
Automated Telephone
Service-24hrs. ......... (800) 338-0505

Assistancefor personswith disabilities: We
comply withthe Americanswith DisabilitiesAct.
Personswith hearing or speech impairments,
call: from voice phone (800) 735-2922 or from
TTY/TDD (800) 822-6268.

Small Business Fax Line
Fax questions about your incometax filing
requirementsto: (916) 845-5047.
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